STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY

State Capitol
Nashville, Tennessee 37243-0260
(615) 741-2501
John G. Morgan
Comptroller

April 19, 2004

The Honorable Douglas Henry, Chairman
Senate Finance, Ways and Means Committee
11 Legislative Plaza
Nashville, Tennessee 37243

and
The Honorable Tommy Head , Chairman
House Finance, Ways and Means Committee
33 Legislative Plaza
Nashville, Tennessee 37243

Dear Chairmen:

Pursuant to Section 9-4-5202, Tennessee Code Annotated, the State Funding
Board secures a report of the estimated growth rate of the State’s economy for the
coming fiscal year from The University of Tennessee’s Center for Business and
Economic Research. A copy of this report dated April 16, 2004 is attached. This
estimate is based on the projection of growth of personal income contained within the
broader economic forecast derived from the Tennessee Econometric Model. A detailed
discussion of the forecast is provided in the Economic Report to the Governor, dated
January 2004. This report currently can be found on UT-CBER'’s website
[http://cber.bus.utk.edu/erg/erg2004.pdf]]

The statute directs the Board to determine the reasonableness of the estimated
growth rate. In order to reach a conclusion as to reasonableness, the Board met on
April 15, 2004, to discuss the estimate and the economic forecast from which it was
derived. The Board was assisted in the effort by a staff paper dated April 15, 2004,
prepared by Mr. Kevin Krushenski, and Ms. Bintou Njie, Legislative Research Analysts,
with the Office of Research of the Comptroller of the Treasury. This staff analysis,
attached for your information, compares gross domestic product estimates produced by
CBER with the estimates produced by other economic forecasting agencies as well as
evaluates current economic conditions and trends via outside forecasts. Dr. William Fox
of CBER also attended the meeting. The staff analysis and Dr. Fox’s report on the
estimated growth rate currently can be found on the Comptroller's website under
“Economic and Business News". http://www.comptrolIer.state.tn.us/econbus.htm]]
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After carefully reviewing the report and staff paper and discussing the forecast
with Dr. Fox, the Board has directed me to convey to you our determination. The
Board finds that the estimate of growth rate in Tennessee nominal personal income
determined at 5% is reasonable.

Also, attached is a list of state tax and non-tax revenue sources as approved by
the State Attorney General as of April 7, 2004, which includes as non-tax revenue
sources the Tobacco Litigation Setttement and Lottery Revenues.
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THE UNIVERSITY OF TENNESSEE

KNOXVILLE
April 16, 2004 College of Business Administration
Mr. John G. Morgan, Secretary Center for Business and Economic Research
r. 100 Glocker Building
gﬁ:‘ég Eg.g!lhtg? Board Knoxville, Tennessee 37996-4170
Nashville, T™N 37243 (865) 974-5441
FAX (865) 974-3100

http://cber.bus.utk.edu
Sections 9-6-201 and 202, Tennessee _Code Annotated state that the Fund1ng Board may

....... r. t
Sécure rirom tne Tennessee Econometric Model the est -mntcd rate of growth of

state's_economy as measured by the forecast change in Tennessee personal income.
Personal income is defined by the Un1ted States Department of Commerce. Major .

assumptions and the metnouonogy used in arr |vu|g at ule estimates are t0 ove pi ovided
as well. This background information to our forecast is included in the Economic

Report to the Governor, January 2004.
we report the following to you:

Personal Income Percentage Index
calendar vear _(in Milljons)  _ Growth = (1977=100

1977 26,887 11.42 100.00
1978 30,762 14.41 114.41
1979 34,535 12.27 128.44
1980 38,267 10.81 142.33
1981 42,557 11.21 158.28
1982 45,042 5.84 167.52
1983 47,883 6.31 178.09
1984 53,674 12.09 199.63
1985 57,749 7.59 214.78
1986 61,582 6.64 -229.04
1987 66,524 8.03 247 .42
1988 71,902 8.08 267.42
1989 77,106 7.24 286.78
1990 82,267 6.69 305.97
1991 86,582 5.25 322.02
1992 94,465 9.10 351.34
1993 100, 394 6.28 373.39
1994 106, 855 6.44 397.42
1995 114,260 6.93 424.96
1996 119,287 4.40 443.66
1997 125,457 5.17 466.61
1998 134,242 7.00 499.28
1999 141,046 5.07 524.59
2000 149,936 6.30 557.65
2001 154,130 2.80 573.25
2002 158,717 2.98 590.31
2003 164,461 3.62 611.67
2004 172,689 5.00 642.28
2005 182,396 5.62 678.38

we would be pleased to discuss the economic forecast with you in detail.
Best regards,
(Vs

Lyl e

william F. Fox
Director



STATE OF TENNESSEE
COMPTROLLER OF THE TREASURY

OFFICE OF RESEARCH
505 Deaderick Street, Suite 1700
Nashville, Tennessee 37243-0268

Phone 615/401-7911
Fax 615/532-9237

April 15, 2004

Memorandum

To:  Honorable John Morgan, Comptroller of the Treasury
Honorable David Goetz, Commissioner of Finance and Administration
Honorable Dale Sims, Treasurer
Honorable Riley Darnell, Secretary of State
From: Kevin Krushenski, Legislative Research Analyst
Bintou Njie, Legislative Research Analyst
Date: 4/15/2004

Re:  Economic Report to the Governor

As required by TCA §9-4-5202, the State Funding Board (the Board) shall secure
estimates of economic growth from the Tennessee econometric model published by The
University of Tennessee’s Center for Business and Economic Research (CBER) in its
annual Economic Report to the Governor each year. The Report provides an overview of
the current estimates of economic growth statistics, such as nominal personal income
growth and employment growth. TCA §9-4-5202 also prescribes the Board to comment
on the “reasonableness” of CBER’s estimate of nominal personal income growth in
Tennessee. The Comptroller’s Office of Research assists the Board by evaluating current
economic conditions and trends via outside forecasts.

Overall Conclusion: Based upon a review of various economic forecasts and other trends
in the world economy, CBER’s projections of nominal personal income growth for 2004
appear reasonable.



Forecast Comparisons

Historically, growth in Tennessee personal income has closely followed growth in United
States gross domestic product (GDP). Exhibit 1 shows the relationship between relative
growth in Tennessee personal income as it compares to the relative growth in U.S. GDP.

Exhibit 1: Relative Growth of Selected Economic Indicators
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Source: United State Bureau of Economic Analysis, www.bea.gov, accessed 4/13/04

Because the relationship between the indicators is very close, for the purposes of this
commentary we will compare the GDP estimates produced by CBER with the estimates
produced by other economic forecasting agencies.



Many economists believe the United States’ economy began to strengthen at the end of
2003 and is expected to continue its forward progress for 2004. As Exhibit 2 shows, on

Average, economists forecast 4.6 Exhibit 2: Forecast Comparison: 2004 Real
percent real GDP growth for the

U.S., which is similar to CBER’s GDP Growth

forecast of 4.7 percent. A more LGy el
pronounced year over year Fannie Mae 4.5% Mar-04
growth is expected during the Wachovia 4.8% Mar-04
first two quarters of 2004." This Philadelphia FBR 4.6% Feb-04
Wﬂl largely be fueled by low . Northern Trust 4.4% Mar-04
interest rate.s., consumer spending, CBER 4.7% Dec-03

the competitive advantage of a

lower value dollar, and Forecast Average 4.6%

antiCipazt ed J ob gtOWth 111 marny Source: Fannie Mae, Wachovia, Federal Reserve Bank of Philadelphia, and
sectors.” These economic Northern Trust

occurrences and other possible
macroeconomic contributions will be discussed later in the commentary.

Potential Macroeconomic Influences

Job Growth and Unemployment

One of the major concerns of the economic recovery since the most recent recession has
been the loss of jobs and increasing unemployment. Many economists are projecting job
gains in many sectors. In the most recent release of the

employment data, non-farm payroll employment increased
by 308,000 in March, but the unemployment rate remained |
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unchanged at 5.7 percent.” While this impressive pace is 200 I
not expected to be a trend, sources anticipate that the i
United States should expect job growth to continue o
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throughout the year. In March of 2004, 78 percent of CEOs | s
participating in the Business Roundtable’s CEO Economic | 1'%
Outlook Survey projected that employment will either

remain the same or increase in the next six months.
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Source: “Fewer Job Cuts Announced” CNN Money, April 6, 2004

Of course, certain macroeconomic changes may impact this projected job growth.

! “Survey of Professional Forecasters”, The Federal Reserve Bank of Philadelphia, Economic Research,
February 23, 2004

? Nariman Behravesh, Chief Economist, “Top Ten Economic Predictions for 2004, Global Insight, March
2004

SUSs. Department of Labor, Bureau of Labor Statistics, “Employment Situation Summary,” April 2, 2004




Outsourcing

Outsourcing of jobs is a reality that many Americans continue to face. Not including
March of 2004, the United States has seen job losses or slow job growth since February
of 2003. The manufacturing industry, especially non-durable goods, has arguably been
hit the hardest by outsourcing. Economists disagree as to the effects of outsourcing, with
some believing it hurts the U.S. and others believing it helps. A recent study by Global
Insights on outsourcing of Information Technology (IT) personnel concluded:

e (Global sourcing of computer software and services, while displacing some IT
workers actually benefits the U.S. economy and increases the number of U.S.
jobs.

e Benefits include job creation, higher real wages, higher real GDP growth,
contained inflation and expanded exports resulting in increased economic activity.

e U.S. spending for offshore outsourcing of computer software and services is
expected to grow at a compound annual rate of almost 26%, increasing from
approximately $10 billion in 2003 to $31 billion in 2008. *

Many, however, would agree that most of the lost jobs in the manufacturing industry will
probably not return if current policies remain unchanged.

International Influence

The world should see varying levels of economic growth this year. The International
Monetary Fund foresees the most growth for advanced economies occurring in the
United States and United Kingdom with lagging growth for Japan and the European
area.” Exhibit 4 shows that projected GDP growth for many developing countries should
outpace most others.

Exhibit 4: International Economic Growth Projections

Differenca from April

Current Projections 2003 Projections?
2001 2002 2003 2004 2003 2004
World cuiput 2.4 3.0 3.2 4.1 = =
Advanced economies 1.0 1.8 1.8 29 -0.4 =
United States 1] 2.4 2.6 2.9 0.4 03
Euro area 1.5 09 0.5 1.9 -0.6 -0.4
Gerrmany [IR:] 0z —_ 15 -05 -0.4
France 24 1.2 05 20 —0.7 -0.4
Italy 1.8 0.4 0.4 1.7 -0.7 -0.6
Japan 04 0.2 2.0 1.4 1.2 0.4
United Kingdom 24 19 1.7 24 -0.3 -04
Canada 1.9 33 1.8 3.0 -0.4a -0.2
Other advanced economies 1.6 2.7 1.7 3.0 -0.8 -0.2
MNewly industrialized Asian economiss [IR:] 4.8 23 42 -1.8 -03
Developing countries 44 4.6 5.0 5.6 = -02
frica ar a1 3.7 4.8 —-0.2 -04
Sub-Sahara a5 a0 i 5.0 -0.7 -04
Developing Asia 58 6.4 6.4 6.5 01 =
China 75 8.0 75 75 = =
India 42 4.7 5.6 59 a5 =
ASEAMN-42 24 43 441 4.4 0.2 04
Middle East and Turkey® 2.0 4.8 54 4.6 = -03
Western Hemisphere a7 =04 14 3.6 -0.4 -04&
Brazil 14 1.5 1.5 3.0 -1.3 -05

Source: International Monetary Fund, World Economic Outlook, September 200

* Global Insights, Executive Summary- “The Comprehensive Impact of Offshore IT Software and Services
Outsourcing on the U.S. Economy and the IT Industry,” March 2004
5 International Monetary Fund, World Economic Outlook, September 2003



Qil Prices

The cost of oil is a major contributor to the cost of business. Oil prices continued to be
affected by supply and demand issues and other international political matters. With the
instability of post-war Iraq and other concerns regarding the Middle East and our other
major oil producing countries (i.e. Nigeria and Venezuela), oil prices have risen. As
Exhibit 5 shows, oil prices trended upward since the beginning of the summer of 2003
despite many projections that they would remain low or even drop further.

Exhibit 5: Daily International Oil Prices from Jan 2003 to April 2004
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Source: U.S. Department of Energy, Energy Information Administration, Daily Spot Prices

The prices of gasoline by the gallon followed the increase of oil by the barrel. In recent
weeks, the American Automobile Administration (AAA) has released survey information
detailing that gasoline prices are seeing record highs.® The Energy Information
Administration (EIA) recently reported that summer gasoline prices are expected to
average a record high of $1.76 per gallon.” Oil and gas prices shocks such as these have a
direct effect on economic growth since rising oil prices mean reduced supply of oil which
is an important input to business production.® Any additional shocks to oil and gas prices
could severely hamper economic and business growth.

6 «Another Day, Another Record Gas Price,” USA Today — Money, March 23, 2004

" U.S. Department of Energy, Energy Information Administration, “Tight Markets to Keep Summer
Gasoline Prices High,” April 8, 2004

¥ Stephen P.A. Brown, et al, “Business Cycles: The Role of Energy Prices,” Working Paper 03-04, Federal
Reserve Bank of Dallas — Research Department, 2003, p. 2



Business Investment

Business investment is expected to pick up this year through increasing payrolls and
capital spending. Interest rates are still at all-time lows, but with the economy on the
upswing and deflation fears beginning to subside, the Fed is expected to raise interest
rates this year. This should encourage wary businesses to act sooner rather than later and
may contribute to the larger GDP growth in the first few quarters. Combined with the low
value of the dollar and anticipated tax refunds, sales should increase and may encourage
businesses to invest more into production. In the recently released consumer spending
indicator, retail sales rose 1.8 percent in March, which bettered expectations.” One of the
major disadvantages of a weak dollar however, is that it leads to higher domestic
inflation due in part to the lack of price competition from the now higher priced foreign
goods.'” This may lead to action by the Federal Reserve Board to raise interest rates.

Summary

With employment, business investment and consumer spending all poised to continue
making progress, the economy should enjoy relatively strong growth when compared to
previous years. The underlying fears of the uncertainty in the Middle East and Iraq,
foreign and domestic terrorism concerns, rapidly rising oil prices, along with the
outsourcing of many U.S. jobs to other countries, may impede potential growth, but most
economists would not project those impediments to be too severe. Based upon this
research, the CBER estimates of 5.0 percent growth in nominal personal income for 2004
appear reasonable.

? “Shopping Spree,” http://money.cnn.com, April 13, 2004
19 Ronald A. Wirtz, Senior Writer, “Exchange Roller Coasters,” Federal Reserve Bank of Minneapolis,
December 2002, p. 4
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STATE OF TENNESSEE

Office of the Attorney General

PAUL G. SUMMERS
ATTORNEY GENERAL AND REPORTER

ANDY D. BENNETT MICHAEL E. MOORE
CHIEF DEPUTY ATTORNEY GENERAL MAILING ADDRESS SOLICITOR GENERAL
LUCY HONEY HAYNES P.O. BOX 20207 CORDELL HULL AND JOHN SEVIER
ASSOCIATE CHIEF DEPUTY NASHVILLE, TN 37202 STATE OFFICE BUILDINGS

ATTORNEY GENERAL
TELEPHONE 615-741-3491
FACSIMILE 615-741-2009

April 7, 2004

State Funding Board
c/o Mary-Margaret Collier
Assistant Secretary
Division of Bond Finance
16th Floor, James K. Polk State Office Bldg.
Nashville, TN 37219
RE: List Identifying State Tax and Non-Tax Revenue Sources
Gentlemen:

The attached list identifying State tax and non-tax revenue sources existing as of April 7,
2004 is approved pursuant to the provisions of T.C.A. § 9-4-5202.

rely,

PAUL G. SUMMERS
Attorney General

PGS/hpc

Encl.

64455
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The list below identifies tax and non-tax revenue sources existing as of April 07, 2004,
and is approved by the Attorney General and Reporter pursuant to the provisions of Tenn. Code
Amn. § 9-4-5202:

Tax Revenue Sources

1. Sales and Use Tax

2. Gasoline Tax

3. Diesel Tax

4, Special Privilege Tax on Petroleum Products
5. Export Tax on Petroleum Products

6. Environmental Assurance Fee

7. Highway User Fuel Tax

8. Alternative Fuels Tax (Liquefied Gas Tax & Compressed Natural Gas Tax)
9. Income Tax

10. Recordation Tax

11. Privilege Taxes

12. Litigation Tax

13. Gross Receipts Taxes

14. Beer Taxes

15. Alcoholic Beverage Taxes

16. Franchise Tax

17. Excise Tax

18. Inheritance, Gift and Estate Tax

19. Tobacco Tax

20. Motor Vehicle Title and Registration Fees
21.  Mixed Drink Tax

22. Business Tax

23. Occupational Privilege Tax

24. Severance Taxes

25. Insurance Premiums Tax

26. Coin Operated Amusement Machine Tax
27. Tire Predisposal Fee

28. Used Oil Tax

29. Car Rental Surcharge

30. Bail Bond Tax

31. Vending Machine Tax

Mixed Fee and Tax Revenue Sources

31. Regulatory Fees and Tax Collections from:
a. Department of Commerce and Insurance
b. Department of Financial Institutions
c. Wildlife Resources Agency



32.

33.
34.
35.
36.
37.
38.
39.
40.

64455

Department of Health

Department of Agriculture

Regulatory Board Fees

Tennessee Regulatory Authority

Secretary of State

Department of Safety

Department of Human Services

Department of Labor

Department of Revenue

Department of Environment and Conservation
Tennessee Bureau of Investigation
Department of Transportation

Other State Departments, Agencies and Boards

TOoRBg AT TER MO A

Non-Tax Revenue Sources

Court Fines & Penalties Reported to:

a. Wildlife Resources

b. Department of Health

c. Tennessee Regulatory Authority

d. Department of Safety

e. Department of Environment and Conservation
f. Other State Departments, Agencies and Boards
Treasury Earnings

Departmental Revenues for Current Services

Federal Funds

Proceeds of State Bonds and Notes
Gifts and Donations

Payments in Lieu of Taxes
Tobacco Litigation Settlement
Lottery Revenues

Approved:

PAUL G. SUMMERS
Attorney General and Reporter
State of Tennessee



